                          Fixed Income Investing: Dampening Risk

At Rainier Group Investment Advisory, LLC (RGIA), we see fixed income (bond) investments as serving two purposes within portfolio structure:

(1) providing a stream of income (tax-free, where appropriate) for those who need it and

(2) dampening the risk associated with equity investments

Over the past 80 years, while fixed income investments have produced roughly half of the annualized returns of domestic equity investments, they’ve done so at less than one-third of the volatility, or risk. In the years 2000-2002, a period characterized by the bursting of the technology “bubble” and significant declines in world equity markets, fixed income investments actually produced positive double-digit rates of return. Not only did fixed income prove to be a great “hiding place” during such a difficult equity market environment, it was a place where impressive returns could be had, once again proving the low correlation between equities and fixed income and justifying their matched existence in an investment portfolio.

Shape of the Yield Curve

Throughout history, bond market yield curves have, more often than not, been positively sloping. That is, the longer the maturity, the higher the yield. Why? Because longer maturities entail greater risks for the investor. With longer maturities, more catastrophic events may occur that can impact the investment, hence the need for a “risk premium”. While a positively sloping yield curve is the norm, for over a year now we’ve experienced flat (short maturity yields equal to long maturity yields) to inverted (short maturity yields higher than long maturity yields) yield curves. The cause of this flat/inverted curve was the Fed’s inflation-smothering, aggressive and vigilant increases in short-term interest rates (from 1% to 5.25% over the past two and a half years), plus bond investors’ lack of conviction that new inflationary pressures were ever likely to be much of an issue in the current steady-growth economic environment. In other words, bond investors didn’t need the same kind of “risk premium” if inflation was unlikely to be a problem. An inverted yield curve, although relatively rare, carries with it one potential negative, which is that it has been a very reliable precursor of economic recession. As the economy slows into the second half of this year, we’re keeping a very close eye on just how much it slows and whether we tip into recession, as this would have negative consequences for the equity markets.

What’s the best fixed income strategy for a flat to inverted yield curve environment? Unfortunately, reaching out the yield curve for higher yields just isn’t an option, as there is no yield advantage between ten and two-year maturities. Instead, we believe this unique market environment calls for a unique investment strategy, such as that offered through ING Senior Income Fund. This fund invests in fully-collateralized, below investment grade (predominantly BB and B rated) senior loans – “senior” meaning that these loans pay off before the other loans at the issuing financial institution, should a default scenario occur. A weighted average maturity of only 5.3 years keeps the portfolio sheltered from dramatic swings in long-term interest rates. This portfolio of loans is fully diversified, with 463 separate investments across 39 different industries. The fund offers a current yield of 6.74%, a significant yield advantage over the 4.55% current yield on a 5-year Treasury bond. In addition to the meaningful yield advantage from this adjustable rate fund, the fund has experienced less than 1% change in its net asset value (NAV) over the last four years. While the yield curve will surely move back to a positive slope at some point in the future, prompting us once again to favor high-grade intermediate-maturity bonds, for now we’re comfortable investing core fixed income dollars in a vehicle offering significant yield advantage and minimal principal fluctuation.      

The Case for Global High Yield Bonds – One More Layer of Diversification

We’ve spent a good deal of energy discussing the virtues of optimizing between uncorrelated asset classes. In fact, no other decisions we’ll make in your portfolio will be as important to the portfolio’s success as the decisions we make around asset allocation. That said, we believe that high yield bonds – those rated below investment grade (BBB) in quality -- provide that unique opportunity for enhanced returns, while offering one more layer of diversification. The reasons are few, but important. Counterintuitively, when high yield bonds go down, they go down like bonds. However, when they go up, they go up like stocks. As evidence, the worst single performance year for high yield bonds over the past 20 years produced a return of –4.4% (versus –2.9% for investment grade bonds and –22.1% for stocks). The best single year over that same time period produced a return of +34.6% (versus +18.5% for investment grade bonds and +37.5% for stocks). Consequently, high yield bonds have only a 0.50 correlation to stocks and a 0.32 correlation to investment grade bonds, meaning they move in coordination with stocks half the time and with investment grade bonds only one-third of the time.

Why global high yield bonds? First, they offer a broader opportunity set than “shopping” exclusively in the U.S. high yield market. High yield bonds are meaningfully affected by economic cycles. When economic growth slows, default rates on these instruments increase. Being able to draw attractive securities from multiple global markets, not all of whose economies will be in decline simultaneously, is a true advantage. 

Second, these global investments provide increased liquidity and diversification. When institutional investors “race to the exits” in a commonly held domestic bond whose credit rating has just been downgraded, it can have a punishing effect on a portfolio. However, having smaller investments across a broader array of world markets and economies spreads the risks of downgrades and defaults.

Finally, global high yield bonds have, quite simply, produced higher risk-adjusted returns than their exclusively-U.S. counterparts.

Our investment vehicle of choice in this space is the Julius Baer Global High Yield Bond Fund, managed by the same firm that is among our select international large cap equity managers. This firm obviously knows how to manage global securities and has a host of talented analysts and portfolio managers “on the ground” in the countries in which they invest. They’ve produced outstanding performance results since their inception.

As we move into third quarter reporting season, you’ll hear us talking more about tactical exposure to high yield bonds, along with establishing or increasing exposure to alternative asset classes, thematic investments, and a timely sector bet.

Early fourth quarter action has produced a new all-time high on the Dow. While we wouldn’t be surprised to see a 3-4% pullback sometime this fall, we’re optimistic about a continuation of the ingredients that have driven this upward trend.

Until next time…   

